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I. INTRODUCTION 



A. PREFACE 

From time immemorial, warriors have trained to do battle. Now, with global 
threats diminished, our own management systems largely have become the enemy; they 
are replete with inefficiencies and problems at every level. This thesis discusses a newly 
adopted approach to improving the financial management systems used for funding 
defense support activities. This approach is called unit cost resourcing. The objective 
of the unit cost resourcing system is to create a more "business-like" environment for 
Department of Defense support activities (e.g., supply and medical) and to encourage 
more efficient and effective production by providing new incentives to managers. Such 
changes are intended to improve provision of services and materia' s supporting the 
operating forces. This chapter discusses current conditions facing the Department of 
Defense (DoD), how unit cost resourcing became adopted as the system of choice and 
previews the remainder of the thesis. 

B. WORLD CHANGE AND DOD 

Dramatic world political changes and major domestic problems have reshaped our 
geo-political environment. In doing so, such changes have established the need for 
changes of equal dimensions within the United States military establishment. The 
Gramm-Rudman-Hollings Act set the stage for the Department Of Defense (DoD) budget 
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decline that started in 1985. Other recent and profound events have amplified public and 
Congressional cries for significant reductions in DoD force structure and funding. This 
has become popularly known as the "peace dividend." 

Mikhail Gorbachev’s Perestroika policy and the fall of the Berlin Wall in 1989 
were among the first in the cataclysmic chain of events leading to the communist Party’s 
radically diminished power and eventual collapse in Eastern Europe. These events 
helped enable passage of the Budget Enforcement Act (BEA) of 1990, which assures 
further DoD budget reductions until 1995 by establishing DoD budget targets. The 
Congressionally mandated budget limits translate to a five percent real decrease annually 
in DoD Budget Authority (BA) through fiscal year 1995. 

Even more recently, the failed Soviet communist coupe attempt (September 1991) 
prompted President Bush to plan for the U.S. to unilaterally reduce nuclear arms (27 
September 1991). This follow'ed the announcement by President Gorbachev (4 October 
1991) of similar Soviet nuclear arms reductions accompanied by a 20% reduction of the 
3.7 million man Soviet army. To many, these events, combined with continuing huge 
federal deficits, have more intensely fueled the public and Congressional mandate for 
DoD to tangibly produce the "peace dividend." DoD is painfully learning to 
accommodate these political realities. 
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C. WHY THE DOD BUDGET DECLINES 



There are three primary reasons that DoD is the main focus for budget reductions, 
including: (1) the size of the DoD budget, (2) the change in the perceived threat and (3) 
the alleged inefficiencies within DoD. 

1. DOD SPENDING IS DISCRETIONARY 

DoD appropriations have accounted for about 25% of the annual federal 
budget since 1984. However, those appropriations have constituted over 65% of 
Congressional "discretionary spending 1 " when entitlements, such as Social Security and 
social programs, are subtracted from the federal budget. Generally speaking, entitlement 
programs are politically "untouchable" because they affect a large sector of the 
population and recipients are often retired or people who require government-provided 
assistance. Thus, when Congress looks to reduce "discretionary funds," DoD bears a 
disproportionate share of reductions when compared to other agencies. This will likely 
continue for the foreseeable future. 

2. THREATS FUEL NATIONAL SECURITY BUDGETS 
Historically, the DoD budget has been tied directly to the Congressionally 

perceived threat. A review of the DoD budget since 1930 (Figure 1) confirms this 
notion. Logically, defense spending increases substantially during wartime. But the 



discretionary spending is defined as expenditures of public funds Congress 
appropriated and chose to make. These include most of costs of operating the 
government. Mandatory spending is outlays that may or may not be appropriated, but 
which the government is obligated to pay. Examples include Social Security, national 
debt service and military pensions. 
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subtle Cold War influence and advancing Soviet military technology and strength in the 
1970s and 1980s convinced President Reagan and his advisors that Soviet intentions were 
malicious. President Reagan, Secretary Weinberger and the Joint Chiefs of Staff were 
able to persuade Congress that the U. S. did not have adequate defense resources to 
guard against potential communist hostilities. Thus, the DoD peacetime budget increased 
at the unparalleled real rate of nearly 12% annually. Real GNP increased at an average 
2.5 % during the same period. Simply stated, the DoD budget grew at a faster rate than 
any other agency budget or Departmental program. 




Given the current diminished Soviet threat previously discussed, the primary threat 
is now perceived as one of regional conflicts (e.g. , Desert Shield/Storm). Many consider 
the risk of global nuclear war nearly non-existent. The battle lines have become budget 
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lines. It is obvious that political realities have inevitably mandated DoD resource 
reductions. 

3. INEFFICIENCY MEANS LESS RESOURCES 

The last, and perhaps most serious threat to DoD funding is the continuing 
charge of DoD inefficiency and management problems. Inefficiency threatens DoD in 
two ways: inefficiency wastes limited resources that could be used elsewhere; and, while 
government operations are inherently inefficient (Stigler, 1963, pp.35-41), an increasingly 
common response to inefficient managers has been to reduce their resource allocations 
in hopes that the reduced resource (funding) base will encourage efficiency management. 
A startling example of a service directed action was when Navy Secretary Lehaman 
directed a $500 million reduction in the Naval Industrial Fund (NIF) in 1985 after 
receiving a Coopers and Lybrand NIF audit report alleging poor resource management 
at public Navy shipyards. (While it is not clear the reduction itself was instrumental in 
improving NIF operations, the message sent to NIF activity managers was clear; improve 
efficiency or risk losing funds.) 

D. RESPONSES TO DECLINING RESOURCES 

Essentially, there are three methods that organizations can exercise to respond to 
a declining resource environment: vertical cuts, horizontal cuts and efficiency 
improvements. 

In a vertical cut, a function is totally eliminated so that resources associated with 
that function are no longer required. In the past, this approach has been used limitedly 
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within DoD, and usually after a buildup such as with Viet Nam. In today’s environment, 
the vertical cut approach has become an important way for DoD to downsize force 
structure. But current issues, such as base closure decisions, have tended to be political 
in nature. DoD managers generally do not have unilateral authority for vertical cut 
decisions. 

In a horizontal cut, all or many functions receive about an equal share of the 
resource reduction, as in the proverbial "5 % across-the-board cut. " This approach makes 
life harder for all; but those with "fat" will be less affected than those operating close to 
the margin. Horizontal cuts have been used frequently since 1985 in helping DoD reach 
its lowered budgets targets. This approach is often favored in political circles since no 
functions are eliminated. The responsibility for operating with lower budgets is 
transferred to lower level functional managers who must accomplish mission goals with 
reduced resources. 

Good managers maintain mission success by implementing a third alternative, 
efficiency improvements. Efficiency improvements (also known as productivity 
improvements) are management or process changes intended to accomplish the same 
mission, but in a resource-wise manner that maintains or improves output (quantity and 
or quality) while using less resources. This approach is the focus of the unit cost 
resourcing system. 
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E. DECLINING RESOURCES AND MANAGEMENT 



In response to declining resources and recommendations for improvements raised 
in various forums, the Office of the Secretary of Defense (OSD) 2 and the component 
services are currently involved in a variety of major management reforms to improve 
operational efficiency and instill public confidence in the DoD establishment. These 
reforms are a direct result of the Presidential Productivity Improvement Plan (PIP), 
submitted to Congress in July of 1989. The PIP provided a comprehensive plan under 
which the executive branch would improve operations and reduce costs. A DoD-wide 
Defense Management Review (DMR) process assessed defense functions. As a result of 
the DMR process, DoD has estimated it will save 72 billion dollars in defense spending 
from FY 1991 through FY 1997. 

DoD reforms approved by OSD in the DMR process have been distributed as 
Defense Management Review Decisions (DMRD). The DMRDs have initiated changes 
in basic ways of doing business. One of the primary' focuses of the initial DMRD actions 
was OSD oversight and consolidation of similar, service-performed support functions. 
Some examples of those DMR decisions are the consolidations of functional areas for: 
accounting and finance, supply operations, computer centers, military training, civilian 
personnel administration, communications and commissary operations. Savings are 
expected to accrue through reducing personnel and process improvements. The DoD 

2 OSD refers collectively to the civilian and miliary leaders in charge at the DoD 
level. DoD refers collectively to the military departments, the Organization of the Joint 
Chiefs of Staff, and the defence agencies. These organizations are refereed to as the 
"components,” and the military services are referred to as "component services." 
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closely monitors implementation of the DMR decisions and periodically reports progress 
to the President and Congress. 

DoD has also implemented other significant management changes to improve 
efficiency. Among them, and the focus of this thesis, is a resource allocation system 
based on determining the cost per unit of output. This is called Unit Cost Resourcing. 

F. UNIT COST: A MANAGEMENT EVOLUTION 

For the DoD to meet the demands of downsizing while still accomplishing its 
national security mission requires skillful and coordinated management. DoD 
management has undertaken a productivity improvement effort by embracing the unit cost 
resourcing system. This system provides operating funds to support organizations 
(supply, medical, etc.) by establishing a producer-customer relationship between support 
organizations (producers) and operational military units (consumers). The producers 
"sell" their output at an established price (the unit cost) to the consumers. Thus, the 
support organizations "earn" the value (cost) of their output from their customers. This 
system is drastically different from the traditional DoD resource allocation system of 
providing support organizations fixed budgets to accomplish their missions. 

The concepts behind unit cost are not new. Unit cost as an integrated DoD-wide 
system is an evolution of older ideas into current management systems. This approach 
to management is as foreign to some areas within the component services as a market- 
based economy is to the Soviet Union. None the less, both will become fully 
implemented realities within the next few years. 
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OSD leaders contend that the unit cost resourcing system will move the DoD 
operations and support functions to a more business-like setting. This action will 
enhance visibility of costs and contribute to improved resource management. Its 
implementation was urgent given the declining resource environment for DoD. Unit cost 
proponents also stated that managing DoD functions in a business-like manner will 
improve the DoD image and credibility to the public and Congress. 

G. OBJECTIVES AND SCOPE OF THIS THESIS 

This thesis strives to attain four objectives: the first is to briefly review the history 
of defense resource allocation and budgeting systems. This review shows that ideas 
similar to the unit cost concept were considered as possible resource allocation methods 
since at least the early 1930s. This portion of the thesis is based on a literature review. 

Secondly, the issues in implementing the unit costing initiative will be examined. 
This thesis will specifically focus on Navy implementation in three of the functional areas 
where OSD has directed that unit cost resourcing be used. These areas are supply 
depots, supply operations (combined into one discussion) and medical. Recruiting will 
be briefly mentioned. Though no less important, analyzing the other functions is beyond 
the scope of this thesis. This research is based on document reviews and interviews with 
key DoD and Navy leaders as well as field level personnel responsible for implementing 
unit cost resourcing. 

Thirdly, the unit cost system will be analyzed within a microeconomics conceptual 
framework. This view will enable readers to understand basic principles of the unit cost 
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system from a theoretical economic perspective. This view may help explain practical 
uses and system limitations. This portion of the research is based on a combination of 
a literature review and a survey of DoD guidance. 

Lastly, the thesis will review the OSD method of allocating Base Operations 
Support costs which will become part of an activity unit cost goal. This part of the 
research involved interaction with personnel at the Defense Manpower Data Center 
(DMDC) to understand the unit cost system design. Field research also provided data 
to compare to DMDC reports. 

H. LIMITATIONS OF THIS THESIS 

Unit cost resourcing is. in its current form, a new DoD-wide concept. As such, 
much of what is presented in this thesis is a synthesis of reactions, impressions and 
predictions rather than an analysis of "hard data" leading to an irrefutable conclusion. 

In developing and implementing unit cost resourcing, the OSD civilian leadership 
has expressed their view of how DoD may best meet the present, future and ever 
changing fiscal environment. Unit cost is a part of a much larger body of DoD-wide 
management and process changes intended to realign the military establishment to meet 
the challenge of a changing world. Changes in DoD management process have taken 
place at unprecedented speed. As a result, documentation is poor, fragmented and not 
well disseminated. One OSD analyst noted that changes are changed before the first 
change is published. 
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I. PREVIEW OF CHAPTERS 



The remaining thesis chapters are organized as follows: 

1. Chapter H. HISTORY OF DoD RESOURCE ALLOCATION METHODS 
provides a historical perspective of how DoD allocated resources and traces the history 
of the unit cost concept. 

2. Chapter HI. THE UNIT COST RESOURCING SYSTEM provides a 
discussion of the theory and mechanics of the unit cost resourcing system. 

3. Chapter IV. NAVY IMPLEMENTATION OF UNIT COST provides a 
general discussion of implementation problems and a review, by functional area, of 
actions and progress in unit cost implementation in Navy organizations. A discussion of 
current status and future direction is also provided. 

4. Chapter V. UNIT COST: A MICROECONOMIC VIEW reviews and 
analyzes the unit cost concept within a microeconomic framework. 

5. Chapter VI. BASE OPERATIONS SUPPORT (BOS) COSTS discusses and 
analyzes base operations costs and discusses changes from traditional practices to the new 
unit cost resourcing system. 

6. Chapter VH. DATA ANALYSIS OF BOS ALLOCATION compares and 
discusses field data allocated by the DoD method to an example of an alternate allocation 
method. 

7. Chapter VHL SUMMARY provides conclusions and addresses areas for 
further study. 
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II. HISTORY OF DOD RESOURCE ALLOCATION 



This chapter provides a historical perspective of efforts to modify the DoD 
resource allocation system and describes some of the results of those methods. 

A. MILITARY BUDGETING PRIOR TO 1980 

Formal budgeting and resource allocation did not exist in the United States 
government until the Budget and Accounting Act of 1920 was passed in 1921. Prior to 
that time, the Federal government allocated operating funds on a month-to-month basis. 
The Act provided for planned budgeting and resource allocation in the form of annual 
appropriations. (Kramer, 1979, p. 10) The Act, however, did not integrate military plans 
with their respective budgets. Until post-World War II, military officers planned battles; 
civilians planned budgets. Coordination between the two was poor, resulting in 
inadequate war preparations. (Mosher, 1954, pp. 27-53) 

The first major move to improve coordination between resource and military 
planning, and among all levels of the services, was the National Security Act of 1947. 
The Act created the Office of Secretary of Defense (OSD). It was amended in 1949 
under the National Security Reorganization Act to create the Department of Defense 
(DoD) as an Executive Department. The 1949 amendment also downgraded the Military 
Departments, and elevated SECDEF to a cabinet level position. (Clark, 1969, p.174-175) 
Even so, the Military Departments acted in an independent and sometimes uncoordinated 
manner. OSD was unable to effectively manage the DoD components as an integrated 
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department until after 1958. The 1953 Reorganization Plan No. 6, expanded the OSD 
staff and authority; and, the Reorganization Act of 1958, shifted significant responsibility 
from the services to OSD and the Joint Chiefs of Staff. (Gates, 1989, p. 2) Both of these 
changes were based on Hoover Commission Report recommendations. 

It is in the 1947-1953 timeframe that the basis for unit cost in its present form 
emerges. At about the time Congress established OSD, they also established the first 
Commission on Organization of the Executive Branch, more popularly known as the 
Hoover Commission, since former President Herbert Hoover chaired the Commission. 
Formed by the Lodge-Brown Act of July 1947, the Act defined a formidable and broad 
task for the Commission: "to review and recommend changes to the executive branch of 
government." (McGraw Hill, 1949, p.vi) 

Among the hundreds of recommendations, the Hoover Commission Report urged 
that the Federal government adopt "performance budgeting." This was necessary, the 
Report stated, because "The Federal budget is an inadequate document, poorly organized 
and improperly designed to serve its major purpose..." (McGraw Hill, 1949, p.35) 
Describing the benefits of performance budgeting, the Report stated: 

Under performance budgeting, attention is centered on the function or 
activity-on the accomplishment of the purpose-instead of on lists of employees or 
authorizations of purchases. In reality, this method of budgeting concentrates 
Congressional action and executive direction on the scope and magnitude of the 
different Federal activities. It places both accomplishment and cost in a clear light 
before the Congress and the public. 

Clearly, the authors of the Report considered knowing the full cost of an activity 
important. The Report goes on to provide several specific examples (including one on 
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Navy medicine) and, within the concept of knowing total costs, described a "cost per" 
concept. Mr. W. J. McNeil, the first DoD Comptroller, implemented the Hoover 
Commission recommendations by making performance-based budgeting the keystone of 
the DoD resource allocation method. However, this performance-based budgeting did 
not concentrate on the "cost per" concept. Although the Hoover Commission seemingly 
defined the concept of unit cost, OSD took no specific actions to allocate fiscal resources 
on this basis. 

Finding significant merit in the Hoover Commission budget and accounting 
recommendations. Congress passed the Budget and Accounting Procedures Act of 1950. 
The Act put into practice most of the first Hoover Commission Report budget-related 
recommendations. The second Hoover Commission, active from 1953-1955, found that 
while performance budgeting was generally used in most agencies, it "has encountered 
some difficulties and some congressional dissatisfaction w-ith respect to program 
classification and the accounting support for them." (MacNeil & Metz, 1956, pp. 50-55) 

DoD budgeting underwent few substantive changes until Robert MacNamara was 
appointed Secretary of Defense (SECDEF). Secretary MacNamara introduced the 
Planning. Programming and Budgeting System (PPBS) in 1961, which K. C. Clarke and 
L. J. Legere believed to be the result of an evolving process since 1947. (Clark & 
Legere, 1969. p. 176) Describing PPBS, Aaron Waildavsky writes, "The general idea 
is that budgetary decisions should be made by focusing on output categories like 
government goals, objectives and end products instead of on inputs like personnel, 
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equipment, and maintenance." (Waildavsky, 1984, p. 186) PPBS remains the 
fundamental DoD planning framework today, similar in substance to its original form. 

The final product of PPBS is the DoD input of fixed budgets by functional area to 
the President’s Budget. Generally, Congress appropriates DoD budgets, with only 
marginal changes from the President’s Budget. (Penner & Abramson, 1988, pp. 85-89) 
As such, PPBS is a prospective system. While there are many changes to budgets within 
the execution phase, the PPBS resource allocation mechanism only limitedly relates the 
execution and budgeting phases of the budget. 

During the budgeting phase of PPBS, managers and organizations with fixed 
budgets historically have been evaluated on whether they successfully obligated their 
appropriated budgets, not on how much it cost to produce their output. Also, 
organizations risked receiving reduced budgets if they underspent their prior year 
appropriated funds. This was (and remains) a particularly serious issue for organizations 
that received one-year appropriations since funds are not available for obligation after the 
fiscal year ends. 3 In practice this resource allocation and management system 
encouraged the "use it or lose it" mentality, and was partially responsible for the need 
for top level managers to focus on productivity and efficiency. (GAO, 1984, pp. 3-10) 
The next major change affecting DoD budgeting w’as the Congressional Budget and 
Impoundment Act of 1974. This Act made sweeping changes in the way Congress 

3 Appropriations are Congressional Acts that enable an agency or department to (1) 
make spending commitments (obligations) and (2) spend money. There are different 
types of appropriations w'hich remain available for obligation for as little as one year or 
as long as five. 
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analyzed and approved budgetary matters. (Penner, 1988, p.5) Among many other 

requirements, the Act required the President’s Budget to display DoD budgets in terms 

of missions, establishing the mission budget concept. A General Accounting Office 

(GAO) Report describes mission budgets (GAO, 1980, p. 63): 

A mission budget links an agency’s "mission," to its activities and proposed 
funding. Descending levels of the structure then focus more sharply on specific 
purposes, needs, and programs to satisfy them. The new concept also illuminates 
the early (front end) decisions that control the purpose and direction of all 
programs. 

While this concept conveys the concern that inputs should be linked to outputs, its 
intentions are far broader. Under mission budgeting, missions are defined in broad 
terms, such as "Strategic Programs," which cover programs in all service and agency 
components of the DoD. Such budgeting may provide a useful tool for Congressional 
oversight of DoD functions, but is of little use to lower level managers concerned with 
a particular system. Thus. DoD budget requirements must be translated from the 
functional service areas to the Congressionally required mission budgets. Mission 
budgeting does little to promote activity level efficiency or productivity, serving instead 
to provide information in an orderly display for Congressional review. 

Problems of inefficiency continued to be recognized and in 1979 OSD reissued the 
Productivity Program Directive. According to DoD Directive 5010.31 of April 1979, 
Subject: DoD Productivity Program policy: 

1 . The DoD Productivity Program will focus management attention on achieving 
maximum Defense outputs within available resource levels by systematically 
seeking out and exploiting opportunities for improved methods of operation, in 
consonance with the Defense Preparedness mission. 

2. Productivity measurement, enhancement and evaluation will be an integral 
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element of resource management; that is, planning, programming, budgeting, 
accounting and reporting system. 

3. The DoD Productivity Program is a labor oriented program. Therefore, the 
primary basis for productivity assessment will be labor productivity measurement. 
Labor productivity measurement is a subset of total factor productivity or unit cost 
measurement. Where adequate cost information is available, total factor or unit 
cost measures may be used in addition to labor based productivity. 

4. Productivity enhancement will focus on labor cost savings as well as 
reduction in unit cost of operations. The savings should be reutilized at the lowest 
organizational level practical to provide an incentive for management. 

B. THE REAGAN YEARS 

In the early 1980s, as a consequence of the Reagan-prompted DoD budget growth, 
the huge national debt became the most critical challenge facing Congress and the 
President. On 30 June 1982, President Reagan signed Executive Order 12369. The EO 
created the President’s Private Sector Survey on Cost Control (PPSSCC). The PPSSCC, 
better known as the "Grace Commission," since it was headed by J. Peter Grace, the 
President of Grace Industries, was tasked with determining and recommending deficit 
reduction measures. The Commission identified 784 issues and developed 2,478 
associated recommendations consisting of 47 volumes addressing federal programs and 
operations government-wide. The Grace Commission estimated that the identified 
recommendations, if implemented, would save almost 425 billion dollars over a three 
year period. 

A key issue of the Grace Commission Report was to improve and integrate 
executive branch accounting and budgeting systems and thereby improve the quality of 
information available for instituting management improvements, reducing costs, and 
minimizing agency exposure to fraud, waste, and abuse. 
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In a review of the Grace Commission Reports, (GAO, 1985, p. 12), the GAO 

agreed with the Commission’s recommendations regarding the budgeting and accounting 

system, but stated "such initiatives would not produce the full range of improvements 

needed in federal financial management." The GAO report went on to provide a 

conceptual framework for financial management which included the following: 

Budget and account on the same basis . Provide a common set of rules so managers 
can make valid comparisons between planned (budgeted) and actual (accounting) 
results. 

Use accounting principles that match the delivery of services with associated cost . 
Use accrual accounting principles to provide policy makers and managers consistent 
information to compare costs or agencies with minimal interperiod distortions. 

Measure outputs as well as inputs . Incorporate performance measurements that 
relate costs with outputs to determine if objectives are achieved at an acceptable 
cost. 

As in the Hoover Commission Reports, GAO clearly defines a theme of relating inputs 
to outputs. Also, by invoking the notion of accrual accounting, GAO similarly included 
the concept of needing to know total cost. 

While efficiency was at the heart of many DoD issues, so too was effectiveness. 
DoD leaders became concerned over the large amount of end-of-year (EOY) spending. 
One study found that during the last month of the fiscal year, the DoD obligation rate 
was one hundred and twenty percent of the monthly average. (Sherwood, 1977, p. 87) 
Many factors contributed to disproportionate end-of-year spending, including late 
appropriations from Congress, complexity of DoD acquisitions and the "use or loose it" 
actions described earlier. OSD felt that the rapid DoD budget growth could exacerbate 
the naturally high EOY obligation rate and cause Congress to accuse the military 
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departments of needless spending. In 1984, these concerns became so great that OSD 
required the sendee secretaries to personally grant approval for major contracts placed 
during the last month of that fiscal year. 

In 1985, political pressures focused on the rapid budget growth and inefficiency of 
DoD. As defense outlays accelerated, the National debt climbed steadily. This 
environment enabled the Gramm-Rudman-Hollings (GRH) Act of 1985 to succeed. To 
address the rapid budget growth the Act attributed 50% of the GRH cuts to defense. 
(Penner & Abransom,1988,p. 70) Although not a primary consideration for GRH, 
cutting the "military fat" would also encourage more efficient operations. 

Foreseeing the need to improve productivity and efficiency in executive agencies 
overall, President Reagan issued Executive Order 12552 on 25 February 1986. This 
Order outlined a Productivity Improvement Program for the Federal Government. The 
Order sought, among other goals, to achieve a "20 percent productivity increase in 
appropriate functions by 1992. " Federal agencies were required to submit a productivity 
plan; DoD called its version the Productivity Improvement Plan (PIP). 

Responding to this Executive Order (EO) and DoD PIP, Mr. Donald Shycoff, then 
the Defense Logistics Agency’s (DLA) Productivity Principal, implemented a "cost per 
output" system at DLA depots in 1987. DLA used the system to monitor and compare 
costs at the different depots. The system was implemented at the DLA inventor)' control 
points in 1989. The other DoD components also instituted cost per output systems. 
However, the cost per output systems were neither uniform nor centrally managed. They 



19 



were developed to satisfy directed reporting requirements rather than for use as 
management tools. 

In April 1988, President Reagan issued Executive Order (EO) 12637 which 
superceeded EO 12552. EO 12637 was more ambitious in intent and requirements than 
EO 12552. It required an annual average 3 percent productivity improvement in 
appropriate functions by 1991. It also provided specific definitions of terms in the EO. 
The EO: 

...established a government-wide program to improve the quality, timeliness and 
efficiency of sendees provided by the Federal Government. The goal of the 
program shall be to improve the quality and timeliness of services to the public and 
to achieve an annual average productivity increase of 3 percent in appropriate 
functions. 

Section 2 of the EO defines productivity, appropriate functions, public and outputs. 
This thesis will use the definitions as provided in the EO: 

Sec. 2. As used in this Order, the term: 

(a) "Productivity" means the efficiency with which resources are used to 
produce a government service or product at specified levels of quality and 
timeliness; 

(b) "Appropriate functions" means those agency program functions that produce 
measurable outputs in the form of services to the public; 

(c) "Public" means a consumer outside the organization, such as citizens, 
businesses, State and local governments, other countries and/or their citizens, other 
agencies, the military; 

(d) "Outputs" means products or services delivered to the public. 

The sheer size and cost of DoD dictated that a concerted effort focusing on 
improving efficiency and productivity be implemented. As a federal agency, in FY 
1990, DoD operated 485 domestic and 136 foreign or territorial installations that 
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accounted for 26.5 billion dollars of Base Operating Support costs. 4 (DoD Base Structure 
Report, 1990, pp. 6-7) Executive Orders 12552 and 12637 and the need to improve 
DoD resource management paved the way for DoD-wide unit cost resourcing. 

C. POST REAGAN TO PRESENT 

President Bush, by a Presidential memo of 26 July 1989, selected agency-provided 
candidates for inclusion into an Executive Management By Objective (MBO) system. 
The goal of the Presidential MBO system was to help implement Executive Order 12637, 
aimed at improving productivity and quality in Federal government. OSD proposed 
implementing a cost per unit output system as part of the DoD response to the President’s 
request. 

Mr. Shycoff moved from DLA and became the Principal Deputy Comptroller for 
DoD in 1989. He envisioned the unit cost system could be a DoD-wide system modeled 
on the DLA system. In July 1989, the President submitted the Productivity Improvement 
Plan to Congress and made the Shycoff vision reality. By a DoD Comptroller 
memorandum of 10 August 1989 (Shycoff) formally announced to DoD components that 
OSD leaders were committed to the development and implementation of a Financial 
Management System based on cost per unit of output. 

The memorandum summarized the problems with existing DoD component 
reporting and emphasized the need for managing with austere environment by saying: 



4 Base Operating Support (BOS) is a category of the DoD component Operations and 
Maintenance appropriations. BOS is used for operating military installations. 
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Our review clearly indicates the lack of a consistent approach to this effort [cost 
per output] and a failure, for the most part, to incorporate this approach into the 
financial management system of the Department. ...we should use the same 
identification of inputs/outputs for making resourcing decisions and management 
decisions concerning performance, productivity, and quality improvement. ...we 
should use the same inputs/outputs for similar functions throughout the Department. 
The financial system should be the catalyst that supports all decisions... 

If we are to minimize the impact of constrained resource levels, we must change 
the environment and culture that exits at many of our activities. We face the 
difficult task of convincing managers and workers that they should strive to reduce 
their costs, and thus, be able to meet mission goals with lower budgets. We can 
only get them to accept that goal when budgets are expressed in cost per output 
terms and we demonstrate to employees that they are not personally threatened, nor 
are the quality and performance of their organizations threatened by lower budgets. 

To the contrary, they should be rewarded for exceeding quality and performance 
goals, and reducing costs. 

In 1989, the Defense Manpower Data Center (DMDC) in Monterey, California was 
designated the Central Design Agency (CDA). Tasking as CDA required DMDC to 
develop the standard DoD data base using the component data necessary to support the 
unit cost concept. Development of the system was under the direct control of the DoD 
Comptroller, Directorate of Management Improvement (DMI), located in the Pentagon, 
Washington, D.C. 

From August 1989 to September 1990, with SECDEF’s concurrence, the Deputy 
Secretary of Defense and Principal Deputy Comptroller repeatedly reaffirmed the DoD 
commitment to PIP and unit cost resourcing. Then, in a 15 October 1990 memorandum, 
the DoD Principal Deputy Comptroller declared "Implementation of the unit cost system 
of resourcing is underway with the execution of FY 1991 operation." (Comptroller of the 
Department of Defense, 1990, p. 1) 
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III. UNIT COST RESOURCING 



This chapter provides a description of the unit resourcing system, explains how the 



concept works and discusses Defense Management Review Decision 971 which includes 



certain DoD business areas in the unit cost system. 



A. THE UNIT COST RESOURCING CONCEPT 

Figure 2 graphically depicts the unit cost resourcing concept, which is theoretically 
simple. All costs incurred in a functional support area are accumulated to determine a 




Figure 2 



total cost. The total cost is then divided by the total expected work load or output. The 
resultant cost is a cost per unit of output, or the unit cost. 
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To use the unit cost as a resource allocation system, the calculated unit cost 
becomes the "price" activities receive for their output. "Consumers" pay the price (unit 
cost) which in turn becomes the operating funds or earnings for the producer or seller 
of goods and services. Producers get paid only for actual output, so a loss or profit from 
operations can result which is absorbed by "revolving funds," described later. 

A DLA document, entitled "Unit Cost Resourcing Policies and Procedure," dated 
15 October 1988, defines unit cost and makes an analogy to private industry: 

Unit cost is nothing more than a concept that all of the costs incurred at an 
activity should find their way into some output measure. The idea is to use a 
"business-type" accounting or financial system approach. Private business must 
recover all of their costs through the pricing mechanism or they will soon be out 
of business. As a result, a body of accounting principles, practices and standards 
have been developed as to how to allocate costs to a product. The goal is to have 
each product or output bear as accurate a cost as possible, so that as the products 
or outputs fluctuate, the revenue and costs will remain in balance. Accounting 
practices also recognize that this must be done in a reasonable manner. Thus, 
those costs that cannot be easily identified to a product can be based on an 
allocation determination that will stand the test of reasonableness. 

Professors David Harr and Jim Godfrey came to a similar conclusion in their recent 

study comparing private and public sector financial measurement systems. However, 

Harr and Godfrey do not indicate that the private sector bases their output prices solely 

on the unit cost, rather, it is an aid to cost recovery and the unit cost information is an 

important internal tool. (Harr &; Godfrey, 1991, p. 9) They state: 

Use total cost to determine unit cost measures . Senior managers generally included 
all direct and indirect costs in establishing unit cost goals and in evaluating 
subsequent financial performance for the organization as a w'hole. This approach 
is used primarily to ensure visibility of all costs incurred and to promote the sense 
that all organization functions, both operating and support, are ultimately 
responsible for the efficient and timely delivery of quality services. Private sector 
organizations also found this approach valuable to aid in recovery of costs in 
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pricing decisions wherever possible. In a government organization, depreciation 
and other indirect costs are included in an innovative use of total unit cost measure 
to recover capital funds as well as to evaluate performance. 

The unit cost system contrasts with traditional PPBS fixed budget allocation system 
in that it becomes an active, ongoing part of the execution phase. Managers of unit cost 
activities are as responsible for planning for activity output as with the fixed budget. 
However, from a cost standpoint, managers must exercise constant flexibility in response 
to changes in demand for their output. In cases where average costs decrease with output 
and predicted demand falls short, inflexible managers will find costs exceed earnings. 

While in principle the unit cost resourcing concept is easily described, in practice 
there are significant complicating factors. For example, if an activity has one identifiable 
output then the unit of output is homogenous and easily measured. Few real-w'orld 
organizations have only one unique output; most are heterogeneous w'ith multiple types 
of output, often measured in different units. Another factor is that costs can be difficult 
to measure and vary in nature. This is especially true w'hen costs are spread across the 
various types of dissimilar outputs. In some cases, costs must be allocated on a basis not 
associated with the output itself. An example of this is allocation of costs of common 
services such as fire department, security force or personnel administration costs. 

The following three subsections discuss costs and outputs in the unit cost system 
context and ties these to the accounting concept of cost-volume-profit (CVP). 
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1. COSTS 



The unit cost concept captures the three traditionally measured business costs 
to determine total costs of operations: direct costs, indirect costs and general and 
administrative (G&A). A review of the American Institute of Certified Public 
Accountants definitions of direct, indirect and G&A indicate that the OSD UNIT COST 
RESOURCING GUIDANCE defines these costs, for the most part, in accordance with 
generally accepted accounting principles. 

Direct costs are those costs directly traceable to an end output and whose 
consumption varies directly with output. Accountants refer to costs that vary with output 
as "variable costs." Costs that are independent of output are generally referred to as 
"fixed costs." 

Indirect costs are mission costs associated with more than one but not all outputs. 
Indirect costs may or may not vary with output and therefore may be variable, fixed or 
a combination of these costs. 

General and administrative costs (G&A) are essentially overhead costs. G&A costs 
benefit all functions and it is difficult to determine the relationship between a G&A cost 
and a particular output. G&A also may be fixed, variable or both. 

It is important to note that while the UNIT COST RESOURCING GUIDANCE 
recognizes direct, indirect and G&A costs, as discussed above, the unit cost concept 
treats all costs as variable costs. The UNIT COST RESOURCING GUIDANCE states 
"until such time as fixed and variable costs are distinctly definable and supportable, 
earnings will fluctuate with work load as though all costs are variable... " 
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2. OUTPUT 



Executive Order 12637 states that "appropriate functions" were those with 
"measurable outputs." This is an essential element to implement a unit cost resourcing 
system. Within the context of the unit cost system, work load and output are 
synonymous. 

The goal of the unit cost concept is to relate all support activity costs to an output. 
Outputs that reflect the major mission for organizations are known as "Primary" outputs. 
Outputs not related to the primary mission, but otherwise still required, are called 
"Other" outputs. Work load/output measures are discussed further in Chapter IV. 



3. THE COST- VOLUME-PROFIT MODEL 

Production activities operating under traditional fixed budgets have no 
opportunity to generate profit or loss. Such activities may under or over obligate a fixed 
budget, but this is conceptually different than profit or loss which arise as a result of the 
difference between total earnings and total costs. 

Under the unit costing concept, producers earn a unit cost calculated with the 
intent that producers will "breakeven" at the end of the fiscal year. 5 Since the unit cost 
system funds production activities in a manner similar to the way private sector firms 



5 While the notion of "breakeven" in the government seems intuitively correct, 
economists believe that the government should provide a service level that maximizes the 
value of the resources used. This requires producing output at a point where the 
marginal benefit of output is equal to the marginal cost of input, which is not necessarily 
a breakeven point. 
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generate revenues, profits and losses are not only expected, but inevitable. This idea can 
be visually demonstrated using the cost-volume-profit model (CVP) or breakeven analysis 
technique commonly employed in the public and private sectors. 

Unit cost can be expressed symbolically using the CVP model (adapted from 
Harr and Godfrey, 1991, pp. 61-62) as: 

TE = TC 
where 

TE = Total earnings from activity output 
TC = Total costs incurred in producing each output 
For each output 

TE = UC * WL 
TC = TDC + TIC + G&A 
where 

UC = Unit cost 

WL = Work load or quantity of output 
TDC = Total direct costs 
TIC = Total indirect costs 
G&A = Genera] and administrative allocated costs 
The general form of the unit cost then is 

uc = (TDC + TIC + G&A) 

WL 



28 



Figure 1 displays the CVP graphically. Note the difference between the 
graphic view and the symbolic representation is that total cost is the sum of direct, 
indirect and G&.A costs. As discussed in section A.I., costs can be defined in terms of 





The C-V-P Model 


S2 

42 


<*\ 

•// 

</ 11 

- 

P / ^0^ 


c 

Q 






A 

Fixed Costs 






0 


Time 



Figure 3 



fixed or variable costs, or a combination of the two, and total costs are equal to all fixed 
plus all variable costs. 

The breakeven point, j8, is the point at which neither a profit nor loss occurs. 
Points in region A, represent losses and points in region x, represent profits. Profits and 
losses have been a part of military stock and industrial fund activities operating within 
revolving funds for over 40 years. The revolving fund concept enables unit cost to be 
used as a resourcing system. This concept is included in the discussion of DMRD 971, 
found in section C, below. 
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